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FTB Noti ce 89-493
410: BRL: CN- 89- 493

Re: Partnerships - Guaranteed Paynents
Nonr esi dent Partners' California Source Portion,
Payrol |l Factor Conputation

Advi ce has been requested as to the proper allocation of
guar ant eed paynents to nonresident partners as incone from
California sources and the proper anount to be included in the
payrol|l factor of a partnership engaged in business within and
wi t hout California.

Hol di ngs

1. Guaranteed paynents should be treated as a distributive
share of partnership incone. Under 18 Cal. Code Regs. 817951-
4(f), the individual partner will treat 60% of both the

di stributive share [if any] and guaranteed paynent as sal ary,
to be sourced wherever the services to the partnership are
rendered. The remaining 40% of distributive share and
guar ant eed paynent will be apportionable in accordance with the
apportionment factors of the partnership.

2. Guaranteed paynents should be treated for payroll factor
pur poses as distributive shares and included as provided in 18
Cal. Code Regs. 817954-4(f). In the case of a nonresident
partner who renders services to the partnership, 60% of that
partner's distributive share, including any guaranteed
paynments, is included in the payroll factor denom nator. The
"deenmed sal ary” portion of the nonresident partner will be
included in the California nunerator only to the extent that
the partner perforns services in California.

Anal ysi s

General Di scussion

18 Cal. Code Regs. 817951-4(f) recognizes that the incone
generated by a professional partnership is partially
attributable to the personal efforts of the partners and
partially attributable to other factors such as partners
capital contributions and the activities of nonpartner
enpl oyees.

Logically, the portion of the inconme produced by the individual
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efforts of the partners should be treated, both to the
partnership and to the individual partner, as conpensation for
services. It should be included in the payroll factor

denom nator and in the nunerator of the state where the
services were rendered, and it should be treated as incone
sourced in the state where the services were perforned.

The remaining portion of each partner's incone, attributable to
partnership capital and the efforts of nonpartner enployees,
should logically be treated as a share of the profits fromthe
partnership's business activities generally. This portion
shoul d therefore be apportioned according to the partnership's
property, payroll and sales (revenue) factors.

Al t hough guar ant eed paynents have some characteristics of
salary, notably that they are deductible by the partnership and
must be taken into incone by the partner when paid, they are
regarded as a partner's distributive share of ordinary incone
for nost purposes (see Treas. Reg. 81.707(c).) This recognizes
the fact that the anpunt paid as a guaranteed paynment often
reflects nore than the market value of services rendered to the
partnership by that individual partner.

Issue 1 - Sourcing of Guaranteed Paynents

Revenue and Taxati on Code 817854, which provides that
guar ant eed paynents to a nonresident partner shall be gross
income fromsources within this state, nust be read in
conjunction with Revenue and Taxati on Code 817041(b), which

i nposes a tax on inconme of nonresidents which is derived from
California sources, and Revenue and Taxati on Code 817951, which
limts the gross income of nonresidents to California source

i ncone.

18 Cal. Code Regs. 817951-1(b) explains that the gross incone
of nonresidents who are nenbers of partnerships includes the
[partner's] distributive share of partnership incone [only] to
the extent that the [partner's] distributive share is derived
from California sources, including anounts received by a
nonresi dent partner as paynments for services or use of capital
(i.e. guaranteed paynents.)

Therefore, that portion of a guaranteed paynent which is
treated either as conpensation for services performed in
California or as the apportioned California share of
partnership income will be treated as California source incone
to a nonresident partner.

18 Cal. Code Regs. 817951-4(f) establishes a bright-line test
for nonresidents engaged in the practice of a profession (such
as the practice of law), treating 60% of the incone as



FTB Notice 89-493
Page 3

conpensation for services rendered, and 40% as i ncone derived
fromother partnership activities. |In the case of a partner
who does not render professional services to the partnershinp,
100% is treated as incone derived from other partnership
activities.

The second part of the Exanple in 18 Cal. Code Regs. 817951-

4(f) shows the proper conputation of a nonresident partner's
income from California sources.

| ssue 2 - Treatnment of Guaranteed Paynents in Payroll Factor

As expl ai ned above, for payroll factor purposes, guaranteed
paynments should be treated as distributive shares and incl uded
in the payroll factor as shown in 18 Cal. Code Regs. 8§17951-
4(f). This treatnment recognizes that a portion (40% under the
bright-line test) of the guaranteed paynent nmay be attributable
either to partnership capital, in which case it should not be
included in the factor at all, or to the activities of
nonpartner enployees, in which case it would be reflected by
the inclusion of the salaries of those enpl oyees in the
appropriate numerator.

DRAFTI NG | NFORMATI ON

The principal author of this notice is Bruce R Langston,

Seni or Staff Counsel, Franchise Tax Board Legal Division. For
further information regarding this notice, contact M. Langston
at P.O Box 1468, Sacramento CA, 95812-1468



